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SUMMARY OF BILL AND AMENDMENT

The Personal Inconme Tax Law (PITL) and the Bank and Corporation Tax Law (B&CTL),
in general, conformto the Internal Revenue Code (I RC) either by incorporating
the IRC by reference as of a “specified date” or by stand al one | anguage which
mrrors the federal provision. California lawis confornmed to the I RC as of
January 1, 1998, unless a specific provision provides otherwise. This bill would
change the specified date fromJanuary 1, 1998, to January 1, 1999, for taxable
and i nconme years beginning on or after January 1, 1999. Changing the specified
date automatically confornms to all changes from January 1, 1998, through Decenber
31, 1998, to IRC sections that have been previously incorporated by reference.
Thus, California | aw would conformto nunerous changes made to the federal incone
tax by the IRS Restructuring and Reform Act of 1998 and certain other federal
acts enacted during 1998.

This bill al so woul d make nunerous changes to specifically not conformor nodify
certain itenms in the IRC. Additionally, nunerous technical changes regarding
cross references and the del etion of unnecessary | anguage that was used to
conformto federal |aw changes subsequent to January 1, 1998, and prior to
January 1, 1999, are being nmade by this bill.
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The changes that would be nade to California tax law by this bill, as discussed
in this analysis, are as foll ows:

1. Deductibility of Meals Provided for the Conveni ence of the Enployer.......
2. Enpl oyer Deductions for Vacation and Severance Pay. ......................
3. Certain Trade Receivables Ineligible for Mark-To-Market Treatnment. .......
4. Exclusion of Mninmum Required Distrib. fromAd for Roth |IRA Conversions..
5. Farm Production Flexibility Contract Payments. ............ ... ... .........
6. Treatnent of Certain Deductible Liquidating Distrib. of RICs and REITs. ...
7. Tax Treatnment of Cash Options for Qualified Prizes. ..................... 10
8. Exclusion fromlncome for Enployer-Provided Transportation Benefits...... 11
9. Paynents Received Pursuant to the R cky Ray Henophilia Relief Fund Act... 13
10. Vaiver of estimated tax penalty. ... .. . . e 13
11. 1998 Federal Technical Changes.......... ... .. .. i 14
12. Technical AmMBNAMENLS. . . . . 21

EFFECTI VE DATE

Unl ess ot herwi se specified, this bill would apply to taxable and inconme years
begi nning on or after January 1, 1999.

BACKGROUND

As stated above, the Revenue and Taxati on Code (R&TC) conforms to various
provisions of the IRC as it read on January 1, 1998. Since January 1, 1998, four
bills have been enacted into |law that materially affect the IRC. They are:

| RS RESTRUCTURI NG AND REFORM ACT OF 1998 (I RS Reform Act)

TAX AND TRADE RELI EF EXTENSI ON ACT OF 1998 (Tax and Trade Extension Act)
SURFACE TRANSPORTATI ON REVENUE ACT 1998 (Transportation Act)

RI CKY RAY HEMOPHI LI A RELI EF FUND ACT OF 1998 (Ricky Ray Henophilia Act)

This bill (and analysis) generally addresses the changes made by the above
federal acts that were not conformed to prior to this bill

The term “section,” unless otherw se specified, nmeans section of the Internal
Revenue Code.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnents costs.
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Tax Revenue Esti mate

Personal Income Tax Bank & Corporation Tax
(in millions) (in Millions)
Description 1999-0 2000-1 2001-2 1999-0 2000-1 2001-2

1 [Exclusion of value of meals to employee $-1 $-1 $-1
2 |Employer Deductions for Vacation and Severance Pay a/| Minor Gain | Minor Gain | Minor Gain $+2 $+3 $+3
3 |Certain Trade Receivables Ineligible for Mark-To-Market Treatment Minor Gain | Minor Gain | Minor Gain $+12 $+18 $+18
4 |Exclusion-Min. Req. Distrib. From AGI for Roth IRA Conversions b/
5 |Farm Production Flexibility Contract Payments Insignificant | Insignificant | Insignificant Insignificant | Insignificant | Insignificant
6 |Certain Deductible Liquidating Distributions of RICs & REITs c/ $+40 $+5
7 |Tax Treatment of Cash Options for Qualified Prizes Minor Loss [ Minor Loss | Minor Loss
8 |Exclusion for Employer-Provided Transportation Benefits Insignificant | Insignificant | Insignificant Insignificant | Insignificant | Insignificant
9 |Payments Received Pursuant to the R. R. Hemophilia Relief Fund Insignificant | Insignificant | Insignificant
10|Waiver of Estimate Tax Penalty No Impact No Impact No Impact No Impact No Impact No Impact
11|1998 Federal Technical Changes Insignificant | Insignificant | Insignificant Insignificant | Insignificant | Insignificant

TOTALS $-1 $-1 $-1 $+54 $+26 $+21

Minor = Loss or gain of less than $500,000

a/|Baseline revenue gains are projected to be $65 million for 1999-0
and $3 million thereafter.

b/|Baseline revenue gains are projected to be $84 million for 2004-5, $101 million for 2005-6, and

$99 million for 2006-7.

Conformity gains are estimated to be $1 million annually beginning
with the fiscal year 2004-5.

c/|Baseline revenue gains are projected to be $15 million annually
beginning in 1998-9,

BOARD POSI TI ON

Pendi ng.

SPECI FI C FI NDI NGS

1. Deductibility of Meals Provided for the Conveni ence of the Enpl oyer.

In general, subject to several exceptions, only 50% of business neals and
entertai nnent expenses is allowed as a deduction (sec. 274(n)). Under the Tax
Rel i ef and Reform Act of 1997 (TRA of 1997) exception, neals excludable from

enpl oyees' inconmes as a de mnims fringe benefit (sec. 132) are fully deductible
by the enployer. In addition, the courts have held that if substantially all of
the neal s are provided for the conveni ence of the enployer pursuant to section
119, the cost of such neals is fully deductible because the enployer is treated
as operating a de mnims eating facility within the nmeani ng of section
132(e)(2).

The I RS Reform Act provides a new safe harbor rule for the enpl oyee exclusion and
t he enpl oyer deduction. Under that new safe harbor, all neals furnished to

enpl oyees at the enployer’s place of business neet the conveni ence test under
section 119, if nore than one-half of enployees furnished neals on the prem ses
are furnished such neals for the conveni ence of the enployer. |If these
conditions are satisfied, the value of all such neals are excludable fromthe
enpl oyee's inconme and fully deductible to the enployer. No inference is intended
as to whether such nmeals are fully deductible under prior law. This provision is
effective for all taxable years. The provision is effective for taxable years
that the statute of Iimtations has not expired.
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California lawis in full conformty with federal law as it read on January 1,
1998, as it relates to the deduction of meals provided to enpl oyees.

This bill would conformCalifornia law with the new federal safe harbor rule as
it relates to the deductibility of neals provided by an enpl oyer with the same
effective date.

2. Enpl oyer Deductions for Vacation and Severance Pay.

Under prior federal and current California law, for deduction purposes, any

met hod or arrangenment that has the effect of a plan deferring the receipt of
compensation or other benefits for enployees is treated as a deferred
compensation plan (sec 404(b)). In general, contributions under a deferred
compensation plan (other than certain pension, profit-sharing and simlar plans)
are deductible in the taxable year in which an anpunt attributable to the
contribution is includible in income of the enployee, regardl ess of whether the
enpl oyee actually receives the benefit during the year. However, vacation pay
which is treated as deferred conpensation is deductible for the taxable year of
the enployer in which the vacation pay is paid to the enployee (sec. 404(a)(5)).

Tenporary Treasury regul ations provide that a plan, nethod, or arrangenent defers
the recei pt of conpensation or benefits if an enpl oyee recei ves conpensati on or
benefits nore than a brief period of tinme after the end of the enployer's taxable
year in which the services creating the right to such conpensation or benefits
are perfornmed. Conpensation received after the 15th day of the third cal endar
month after the end of the enployer's taxable year in which the related services
are rendered is considered received after nore than a brief period.

Compensation or benefits received by the enpl oyee on or before the end of the
applicable 2 1/2- nonth period is not deferred conmpensation. (Tenp. Treas. Reg.
Sec. 1.404(b)-1T, A-2.)

The Tax Court recently addressed the issue of when vacation pay and severance pay
are considered deferred conpensation in Schm dt Baking Co., Inc. (1996) 107 T.C.
271. In Schm dt Baking, the taxpayer was an accrual basis taxpayer with a fisca
year that ended Decenmber 28, 1991. The taxpayer funded its accrued vacation and
severance pay liabilities for 1991 by purchasing an irrevocable letter of credit
on March 13, 1992. The parties stipulated that the letter of credit represented
a transfer of a substantially vested interest in property to enpl oyees for

pur poses of section 83, and that the fair market value of such interest was
includible in the enpl oyees' gross incones for 1992 as a result of the transfer.
While the rules of section 83 nay govern the incone inclusion for enployees,
section 404 governs the enpl oyer deduction if the amobunt involved is deferred
conmpensation. The Tax Court held that the purchase of the letter of credit, and
the resulting inconme inclusion, constituted paynent of the vacation and severance
pay wthin the 2 1/2-nmonth period. Thus, the vacation and severance pay were
treated as received by the enployees within the 2 1/2-nonth period and were not
treated as deferred conpensation. The vacation pay and severance pay were
deducti bl e by the taxpayer enployer for its 1991 fiscal year pursuant to its
normal accrual method of accounting.

The I RS Reform Act provided that for purposes of determ ning whether an item of
conmpensation is deferred conpensation (under sec. 404), the conpensation is not
considered to be paid or received until actually received by the enpl oyee.
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In addition, an item of deferred conpensation is not considered paid to an

enpl oyee until actually received by the enployee. The provision is intended to
overrule the result in Schm dt Baking. For exanple, with respect to the

determ nati on of whether vacation pay is deferred conpensation, the fact that the
val ue of the vacation pay is includible in the incone of enployees within the
applicable 2 1/2-nmonth period is not relevant. Rather, the vacation pay nust
have been actually received by enployees within the 2 1/2- nonth period for the
compensation not to be treated as deferred conpensation

Congress intended that simlar arrangenents, in addition to the letter of credit
approach used in Schm dt Baking, do not constitute actual receipt by the

enpl oyee, even if there is an incone inclusion. Thus, for exanple, actual

recei pt does not include the furnishing of a note or letter or other evidence of

i ndebt edness of the taxpayer, regardl ess of whether the evidence is guaranteed by
any other instrunent or by any third party. As a further exanple, actual receipt
does not include a prom se of the taxpayer to provide service, or property in the
future (regardl ess of whether the promise is evidenced by a contract or other
witten agreenent).

In addition, actual receipt does not include an anpunt transferred as a | oan,
ref undabl e deposit, or contingent paynment. Anmounts set aside in a trust for
enpl oyees generally are not considered to be actually received by the enpl oyee.

The provision does not change the rul e under which deferred conpensation (other
t han vacation pay and sick pay and deferred conmpensati on under qualified plans)
is deductible in the year includible in the gross incone of enployees

participating in the plan if separate accounts are maintai ned for each enpl oyee.

Whi |l e Schm dt Baki ng invol ved only vacation pay and severance pay, there is
concern that this type of arrangenent may be used to try to circunvent other
provi sions of the I RC where paynent is required in order for a deduction to
occur. Thus, Congress expressed its intent that the Secretary will prevent the
use of simlar arrangenents, though no inference was intended that the result in
Schm dt Baking is present |aw beyond its inmedi ate facts or that the use of
simlar arrangenents is permtted under present |aw.

This provision is effective under federal |aw for taxable years ending after July
22, 1998. Any change in a taxpayer's nethod of accounting required by the

provision will be treated as initiated by the taxpayer with the consent of the
Secretary of the Treasury. Any adjustnment required by section 481 as a result of
the change will be taken into account for federal purposes over a three-year

period beginning with the first year for which the provision is effective.

Current California lawis in full conformty with federal law as it read on
January 1, 1998, as it relates to enpl oyer deductions for vacation and severance

pay.

This bill would conform California law to the federal I RS Reform Act | aw change
as it relates to the accrual of vacation and severance pay. This bill would al so
require any state adjustnment required by section 481 as a result of the change to
be taken into account over a three-year period beginning with 1999.
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3. Certain Trade Receivables Ineligible for Mark-To-Mrket Treatnent.

In general under federal and state |aw, dealers in securities are required to use
a mark-to-market method of accounting for securities (sec. 475). Exceptions to
the mark-to-market rule are provided for securities held for investnment, certain
debt instrunments and obligations to acquire debt instruments and certain
securities that hedge securities. A dealer in securities is a taxpayer who

regul arly purchases securities fromor sells securities to custonmers in the
ordinary course of a trade or business, or who regularly offers to enter into,
assume, offset, assign, or otherwise termnate positions in certain types of
securities with custoners in the ordinary course of a trade or business.

A security includes (1) a share of stock, (2) an interest in a widely held or
publicly traded partnership or trust, (3) an evidence of indebtedness, (4) an
interest rate, currency, or equity notional principal contract, (5) an evidence
of an interest in, or derivative financial instrunment in, any of the foregoing
securities, or any currency, including any option, forward contract, short
position, or simlar financial instrunent in such a security or currency, or (6)
a position that is an identified hedge with respect to any of the foregoing
securities.

The IRS Reform Act provides that certain trade receivables are not eligible for
mar k-to-nmarket treatnent. A trade receivable is covered by the provision if it
is a note, bond or debenture arising out of the sale of goods by a person the
principal activity of which is selling or providing nonfinancial goods and
services and it is held by such person or a related person at all tines since it
was i ssued.

Under the IRS Reform Act, a receivable nmeeting the above definition is not
treated as a security for purposes of the mark-to-market rules (sec. 475). Thus,
such recei vabl es are not marked-to-market, even if the taxpayer qualifies as a
dealer in other securities. A taxpayer will not be treated as a dealer in
securities based on sales to unrel ated persons of receivables subject to the new
provi sion unl ess the regul atory exception for receivables held for sale to
custoners appli es.

The I RS Reform Act provision also applies to trade receivables arising from

servi ces perforned by independent contractors, as well as enployees. Thus, for
exanple, if a taxpayer’s principal activity is selling non-financial services and
some or all of such services are performed by i ndependent contractors, no

recei vabl es that the taxpayer accepts for services can be marked-to-market under
t he new provision

Pursuant to the authority granted by section 475(g)(1l), the Secretary of the
Treasury is authorized to issue regulations to prevent abuse of the new
exception, including through i ndependent contractor arrangenents. The provision
provides that, to the extent provided in Treasury regul ations, trade receivables
that are held for sale to customers by the taxpayer or a related person may be
treated as “securities” for purposes of the mark-to-market rules, and
transactions in such receivables could result in a taxpayer being treated as a
dealer in securities (sec. 475(c)(1)).
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For trade receivables that are excepted fromthe statutory mark-to-market rules
(sec. 475) under the new provision, mark-to-nmarket or |ower-of-cost-or-market
will not be treated as nethods of accounting that clearly reflect incone under
general tax principles (see sec. 446(b)).

The provision generally is effective for taxable years ending after July 22,

1998. Adjustnents required under section 481 as a result of the change in nethod
of accounting generally are required to be taken into account for federal

pur poses ratably over the four-year period beginning in the first taxable year
for which the provision is in effect.

Current California lawis in full conformty with federal law as it read on
January 1, 1998, as it relates to the “mark to market” nethod of accounting.

This bill would conformCalifornia |law to federal law as its relates to “mark to
mar ket” nethod of accounting for dealers. This bill would also require

adj ustments under section 481 as a result of the change in nethod of accounting
to be taken into account for state purposes ratably over a three-year period
begi nning in 1999.

4. Exclusion of Mninmum Required Distributions fromAGd for Roth IRA
Conver si ons.

Under federal and California law, uniform m ninumdistribution rules generally
apply to all types of tax-favored retirenment vehicles, including qualified
retirenment plans and annuities, individual retirement arrangenents (I1RAs) other
than Roth I RAs, and tax-sheltered annuities (sec 403(b)).

Under federal and California law, distributions for IRAs nust begin no later than
April 1st of the cal endar year follow ng the cal endar year in which the | RA owner
attains age 70%2 The IRS has issued extensive regul ations for purposes of
calculating mininmumdistributions. |In general, mninumdistributions are
includible in gross inconme in the year of distribution. An excise tax equal to
50% of the required distribution applies to the extent a required distribution is
not made.

Under federal and California law, all or any part of amounts in a deductible or
nondeducti ble I RA may be converted into a Roth IRA. Only taxpayers with nodified
adj usted gross inconme (AG) of $100,000 or less for the year of the conversion
are eligible to convert an IRAinto a Roth IRA. In the case of a married

t axpayer, AGQ is the conbined AG of the couple.

The I RS Reform Act excludes m ninmumrequired distributions fromIRAs for

t axpayers 70% years or older fromthe definition of nodified AG solely for
pur poses of determning eligibility to convert froman IRAto a Roth IRA.  As
under present |law, the required mnimumdistribution would not be eligible for
conversion and would be includible in gross incone.

Current California lawis in full conformty with federal law as it read on
January 1, 1998, as it relates to Roth IRAs. California has confornmed to changes
made by the IRS Reform Act. The IRS Reform Act al so made several other changes
to Roth IRAs that are not addressed in this analysis.
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SB 93 (Stat. 1999, Ch. 8) confornmed California law to the other changes to Roth
| RAs made by the IRS Reform Act not addressed by this bill

This bill would conformCalifornia lawwth federal law as it relates to
exclusion of required mnimumdistributions fromnodified AG for purposes of
Roth I RA conversions. The operative date of this provision is for taxable years
begi nning after Decenber 31, 2004 (the federal operative date.)

5. Farm Production Flexibility Contract Payments.

Under federal and California |aw, a taxpayer generally is required to include an
itemin incone no later than the tinme of its actual or constructive receipt,

unl ess such amount is properly accounted for in a different period under the
taxpayer’s nethod of accounting. |[If a taxpayer has an unrestricted right to
demand t he paynent of an anmount, the taxpayer is in constructive receipt of that
anmount regardl ess of whether the taxpayer actually receives the paynent.

The Federal Agriculture Inprovenment and Reform Act of 1996 (the FAIR Act)
provides for production flexibility contracts between certain eligible owers and
producers and the Secretary of Agriculture. These contracts generally cover crop
years from 1996 through 2002.

Annual paynents are nmade under such contracts at specific times during the
federal government’s fiscal year. Section 112(d)(2) of the FAIR Act provides

t hat one-half of each annual paynent is to be made on either Decenber 15th or
January 15th of the fiscal year, at the option of the recipient. This option to
recei ve the paynent on Decenmber 15'" potentially results in the constructive
recei pt (and thus potential inclusion in inconme) of one-half of the annual

paynment at that tinme, even if the option to receive the anbunt on January 15th is
el ect ed.

The remai ni ng one-half of the annual paynment nust be nmade no | ater than Septenber
30th of the fiscal year. The Enmergency Farm Fi nancial Relief Act of 1998 added
section 112(d)(3) to the FAIR Act, which provides that all paynents for fisca
year 1999 are to be paid at such tinme or times during fiscal year 1999 as the
reci pient may specify. Thus, the one-half of the annual anmount that woul d
otherwi se be required to be paid no later than Septenber 30, 1999, can be
specified for paynment in cal endar year 1998. This potentially results in the
constructive receipt (and thus required inclusion in taxable incone) of such
anmounts in cal endar year 1998, regardl ess of whether the amobunts actually are
received or the right to their receipt is fixed.

Under the Tax and Trade Extension Act, the tinme a production flexibility contract
payrment under the FAIR Act is properly includible in income would be determ ned
wi thout regard to the options granted by section 112(d)(2) (allow ng receipt of
one-half of the annual paynment on either Decenber 15th or January 15th of the
fiscal year) or section 112(d)(3)(allowi ng the acceleration of all paynents for
fiscal year 1999) of that Act. The provision is effective for production
flexibility contract paynents nmade under the FAIR Act in taxable years ending
after Decenber 31, 1995.
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Current California law follows federal lawin regards to the tax accounting
concept of “constructive receipt.” Therefore, the time a production flexibility
contract paynent received under the FAIR Act properly is includible in incone
woul d be determ ned by taking into account the options granted under the FAIR
Act .

This bill would conformCalifornia law with federal law as it relates to farm

production flexibility paynments with the sane effective date with respect to
paynments received in taxable and incone years ending after Decenmber 31, 1995.

6. Treatnent of Certain Deductible Liquidating Distributions of RICs and REITs.

Regul at ed i nvestment conpanies (RICs) and real estate investnment trusts (REITS)
are all owed a deduction for dividends paid to their sharehol ders. The deduction
for dividends paid includes anmounts distributed in |iquidation which are properly
chargeable to earnings and profits. In the case of a conplete |liquidation
occurring within 24 nonths after the adoption of a plan of conplete |iquidation,
t he deduction includes any distribution made pursuant to the plan to the extent
of earnings and profits. Rules that govern the receipt of dividends fromRI Cs
and REITs generally provide for including the amount of the dividend in the

i ncone of the shareholder receiving the dividend that was deducted by the RIC or
REIT. Generally, any shareholder realizing gain froma liquidating distribution
of a RRC or REIT includes the anbunt of gain in the sharehol der’s incone.

However, in the case of a liquidating distribution to a corporation owni ng 80% of
the stock of the distributing corporation, a separate rule generally provides
that the distribution is tax-free to the parent corporation. The parent
corporation succeeds to the tax attributes, including the adjusted basis of
assets distributed. Under these rules, a liquidating RIC or REIT m ght be

al | oned a deduction for ampunts paid to its parent corporation, wthout a
corresponding inclusion in the incone of the parent corporation, resulting in

i nconme not being subject to tax.

A RICor REIT may designate a portion of a dividend as a capital gain dividend to
the extent the RRC or REIT itself has a net capital gain. A R C nmay designate a
portion of the dividend paid to a corporate shareholder as eligible for the 70%
di vi dends-recei ved deduction to the extent the RIC itself received dividends from
other corporations. |If certain conditions are satisfied, a RRC also is permtted
to pass through to its sharehol ders the tax-exenpt character of the RIC s net
incone fromtax-exenpt obligations through the paynent of “exenpt interest

di vi dends,” though no deduction is allowed for such dividends.

The Tax and Trade Extension Act provides that any amount which a liquidating RIC
or REIT may take as a deduction for dividends paid with respect to an otherw se
tax-free liquidating distribution to an 80% corporate owner is includible in the
i ncone of the recipient corporation. The includible amount is treated as a

di vidend received fromthe RIC or REIT. The |iquidating corporation may

desi gnate the anount distributed as a capital gain dividend or, in the case of a
RIC, a dividend eligible for the 70% di vi dends recei ved deducti on or an exenpt
interest dividend, to the extent provided by the RIC or REIT provisions of the

| RC
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The Tax and Trade Extension Act does not otherw se change the tax treatnent of
the distribution to the parent corporation or to the RIC or REIT. Thus, for
exanpl e, the liquidating corporation will not recognize gain (if any) on the
liquidating distribution and the recipient corporation will hold the assets at a
carryover basis, even where the anpunt received is treated as a dividend. The
provision is effective for distributions on or after May 22, 1998, regardl ess of
when the plan of |iquidation was adopted. No inference is intended regarding the
treatnment of such transactions under present |aw

Current California |law conforns to the federal treatnment of RICs and REITs with
certain nodifications. Californiais conforned to the federal treatnment of a
liquidating distribution froma RIC or a REIT prior to the enactnment of the Tax
and Trade Extension Act. However, California has not conforned to the

nmodi ficati on made by I RS Reform Act section 6012(g) relating to "earnings and
profits” ordinary distributions of RElITs.

This bill would conform California lawwith federal law as it relates to
liquidating distributions fromR Cs and REITs, effective for distributions nmade
on or after January 1, 1999. This bill would not conformCalifornia [aw w th

federal law as it relates to “earnings and profits" ordinary distributions of
REI Ts.

7. Tax Treatnment of Cash Options for Qualified Prizes.

Under federal and California |aw, a taxpayer generally is required to include an
itemin incone no later than the tinme of its actual or constructive receipt,
unless the itemproperly is accounted for in a different period under the
taxpayer's nethod of accounting. |[If a taxpayer has an unrestricted right to
demand paynent of an anobunt, the taxpayer is in constructive receipt of that
anmount regardl ess of whether the taxpayer mekes the demand and actually receives
the paynent. Under the principle of constructive receipt, the winner of a
contest who is given the option of receiving either a |unp-sumdistribution or an
annuity after winning the contest is required to include the value of the award
in gross income, even if the annuity option is exercised.

Under the Tax and Trade Extension Act, the existence of a "qualified prize
option" is disregarded in determning the taxable year for which any portion of a
qualified prize is to be included in incone. A qualified prize option is an
option that entitles a person to receive a single cash paynent in lieu of a
qualified prize (or portion thereof), provided such option is exercisable not

| ater than 60 days after the prize wi nner becones entitled to the prize. Thus, a
qgualified prize winner who may choose either cash or an annuity not later than 60
days after becoming entitled to the prize is not required to include anmounts in
gross inconme inmediately if the annuity option is exercised. This provision
applies with respect to any qualified prize to which a person first becones
entitled after October 21, 1998.

In addition, the Tax and Trade Extension Act also applies to any qualified prize
to which a person becane entitled on or before Cctober 21, 1998, if the person
has an option to receive a | unp-sum cash paynent only during sone portion of the
18-nmont h period beginning on July 1, 1999. This is intended to give previous
prize winners a one-tinme option to alter previous paynment arrangenents.
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Qualified prizes are prizes or awards fromcontests, lotteries, jackpots, games
or simlar arrangenents that provide a series of paynents of at |east 10 years,
provided that the prize or award does not relate to any past services perforned
by the recipient and does not require the recipient to performany substanti al
future service. Appearing in advertising relating to the prize or award is not
(in and of itself) treated as substantial. The provision applies to individuals
on the cash recei pts and di sbursenents nethod of accounting. Incone and
deductions resulting fromthis provision retain their character as ordinary, not
capital. 1In addition, the Secretary is to provide for the application of this
provision in the case of a partnership or other pass-through entity consisting
entirely of individuals on the cash recei pts and di sbursenments net hod of
accounti ng.

Any offer of a qualified prize option nust include disclosure of the nmethod used
to conpute the single cash paynent, including the discount rate that makes
equi val ent the present values of the prize (or relevant portion thereof) and the
singl e cash paynent offered. Any offer of a qualified prize option nust al so
clearly indicate that the prize winner is under no obligation to accept a single
cash paynment and may continue to receive the paynents to which he or she is
entitled under the terns of the qualified prize.

Current California lawis generally confornmed to federal |aw as of January 1
1998, as it relates to the taxation of awards and pri zes.

California |law specifically exenpts California lottery w nnings fromtaxable
i ncome for state purposes.

This bill would conformCalifornia lawwith federal law as it relates to the
treatnent of prizes other than California lottery w nnings.

8. Exclusion fromlncome for Enpl oyer-Provided Transportati on Benefits.

Under federal and California |law, qualified transportation fringe benefits

provi ded by an enpl oyer are excluded froman enpl oyee's gross incone. Qualified
transportation fringe benefits include parking, transit passes, and vanpool
benefits. In addition, in the case of enployer-provided parking, no amount is
includible in income of an enpl oyee nerely because the enployer offers the

enpl oyee a choi ce between cash and enpl oyer - provi ded parking. Under prior
federal and current California |law, transit passes and vanpool benefits were
excludable only if provided in addition to, and not in lieu of, any conpensation
ot herwi se payable to an enployee. Up to $155 per nmonth of enpl oyer-provided
par ki ng was excludable fromincome. Up to $60 per nonth of enpl oyer-provided
transit and vanpool benefits were excludable fromgross incone. These dollar
anounts were indexed annually for inflation, rounded to the nearest nmultiple of
$5.

Under current and prior federal and state |aw, qualified transportation fringe
benefits include a cash rei nbursenent by an enployer to an enpl oyee. However, in
the case of transit passes, a cash reinbursenent is considered a qualified
transportation fringe benefit only if a voucher or simlar itemwhich my be
exchanged only for a transit pass is not readily available for direct
distribution by the enployer to the enpl oyee.
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The position of the Treasury Department is that a voucher or simlar itemis
"readily available"” if an enployer can obtain it on ternms no | ess favorabl e than
those available to an individual enployee and without incurring a significant
adm nistrative cost (I.R S. Notice 94-3, 1994 C. B. 327).

Present and prior federal and state |law inpose limts on the ambunt of annua
additions that can be nade to a tax-qualified pension plan. 1In the case of
defined contribution plans, the limt is the | esser of $30,000 or 25% of
compensation. For this purpose, conpensation is generally taxable conpensati on,
pl us salary reduction contributions under a qualified cash or deferred
arrangenent, a tax-sheltered annuity, a SIMPLE plan, certain plans of deferred
conmpensation for state and | ocal governnent enpl oyees and enpl oyees of tax-exenpt
organi zations, and a cafeteria plan.

Under the Transportation Act, enployers are permtted to offer enpl oyees a choice
bet ween cash conpensation or any qualified transportati on benefit or a

combi nati on of any of such benefits. The amount of cash offered is includible in
i ncone and wages only to the extent the enployee elects cash. Thus, under the
provi sion, no amount is includible in gross incone or wages nerely because the
enpl oyee is offered the choice of cash in lieu of one or nore qualified
transportation benefits (up to the applicable dollar limt). Also, no amunt is
includible in income or wages nerely because the enployee is offered a choice
anong qualified transportation benefits.

It is intended that salary reduction anounts used to provide qualified
transportati on benefits under the provision be treated for pension plan purposes
the sanme as other salary reduction contributions.

The Transportation Act does not change the rul es regardi ng when a cash
rei mbursenment for transit passes is treated as a qualified transportation fringe
benefit.

The Transportation Act increased the exclusion for enpl oyer-provided parking to
$175 per nmonth and the enpl oyer-provided transit and vanpool benefits exclusion
to $65 per nonth. In addition, beginning in 2002, the Transportation Act

i ncreases the exclusion for transit passes and vanpooling to $100 per nonth.
Begi nning in 2003, the $100 anount is indexed as under prior law. Further, no
qgualified transportation benefit will be indexed in 1999.

The provision permtting a cash option for any transportation benefit is
effective for taxable years beginning after Decenber 31, 1997; the increase in
the exclusion for transit passes and vanpooling to $100 per nonth is effective
for taxable years beginning after Decenber 31, 2001; and indexing on the $100
anount for transit passes and vanpooling is effective for taxable years begi nning
after Decenber 31, 2002.

Current California lawis in full conformty with federal law as it read on
January 1, 1998, as it relates to qualified transportation fringe benefits and
annual additions to tax-qualified pension plans.

In addition, California |aw provides that gross incone of an enpl oyee does not
i nclude benefits received for participation in any ridesharing arrangenent in
Cal i fornia.
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A ridesharing arrangenent includes:

comuting in a carpool, vanpool, buspool, or taxipool.

monthly transit passes used by the enpl oyee or the enpl oyee's dependents, other
t han dependents attending el ementary or secondary school

free or subsidized parking.
comuting by ferry or bicycling.
travel to or froma telecommuting facility.

the use of any transportation used to go to or fromthe place of enploynent
that reduces the use of a notor vehicle occupied by a single person.

This bill would conform California lawto the Transportation Act changes to the

transportation fringe benefits rules. This bill would not affect the rules
relating to California ridesharing arrangenents.

9. Paynents Received Pursuant to the Ricky Ray Henophilia Relief Fund Act.

Ceneral ly, gross income does not include any damages received (whether by suit or
agreenent and whether as lunp sumor as periodic paynents) on account of a
personal physical injury or physical sickness (Code sec. 104(a)(2)). If an
action has its origin in a physical injury or physical sickness, then all damages
(other than punitive danages) are treated as paynents received on account of
physical injury or physical sickness regardl ess of whether the recipient of the
damages is the injured party.

The term "damages recei ved whether by suit or agreenent” is defined under
Treasury regul ations to nean an anmount received (other than worknen's
compensation) through prosecutions of a legal suit or action based upon tort or
tort type rights, or through a settlenment agreenent entered into in lieu of such
prosecution. Under prior |law, paynments not neeting the requirenents of section
104 were not excludable frominconme under that section

The Ricky Ray Henophilia Act treats paynments to certain individuals wth bl ood-
clotting disorders who contracted the human i munodeficiency virus (H V) due to
cont am nat ed bl ood products as danages received on account of personal physica
injury or physical sickness described in section 104(a)(2). Thus, such paynents
made to individuals are excluded from gross incone.

Current California lawis in full conformty with federal law as it read on
January 1, 1998, as it relates to the exclusion frominconme any danages received
on account of a personal physical injury or physical sickness.

This bill would conform California law with federal treatnment of paynents
received pursuant to the Ricky Ray Hermophilia Relief Fund Act.

10. Waiver of estimated tax penalty.

This bill would waive additions to tax inposed for any underpaynents of tax or
estimated tax for any period before April 17, 2000, with respect to any

under paynent for the 1999 taxable or incone year to the extent the underpaynent
was created or increased by any provision of this bill



Assenbly Bill 1208 (Assenbly Revenue and Taxati on Comittee)
April 19, 1999
Page 14

11. 1998 Federal Technical Changes

Nuner ous techni cal changes were nade to the IRC in 1998. Were California lawis
in conformty with the underlying federal provision affected by the technical
change, this bill would conformto the technical change. The effective dates for
the technical changes are either the later of the effective date for federal |aw
or the effective date that California adopted the underlying federal law. This
bill would conformto the follow ng technical changes:

Carification of the Deduction for Student Loan Interest (IRS Reform Act
8§6004(b)). The provision clarifies that the student | oan interest deduction
may be clainmed only by a taxpayer who is legally obligated to make the

i nterest paynents pursuant to the terns of the |oan

Carification of Qualified State Tuition Prograns (I RS Reform Act 86004(c)).
The provision clarifies that distributions fromaqualified state tuition
prograns are treated as representing a pro-rata share of the principa

(i.e., contributions) and accumnul ated earnings in the account.

In addition, the provision clarifies that for purposes of tax-free rollovers
and changes of designated beneficiaries, a “nmenber of the famly” includes
t he spouse of the original beneficiary.

Carification of Education IRAs (I RS Reform Act 86004(d)). The provision
provi des that any bal ance remaining in an education IRA will be deened to be
distributed wthin 30 days after the date that the designated beneficiary
reaches age 30 (or, if earlier, within 30 days of the date that the
beneficiary dies). The provision further clarifies that, in the event of
the death of the designated beneficiary, the balance remaining in an
education I RA may be distributed (without inposition of the additional 10%
tax) to any other (i.e., contingent) beneficiary under the age of 30 or to
the estate of the deceased designated beneficiary. |f any nmenber of the
fam ly of the deceased beneficiary becones the new designated beneficiary of
an education IRA then no tax will be inposed on such redesignation and the
account will continue to be treated as an education |RA

The provision also clarifies that for purposes of the special rules
regarding tax-free rollovers and changes of designated beneficiaries, the
new beneficiary nust be under the age of 30.

Under the provision, the additional 10%tax on unqualified distributions
will not apply to a distribution froman education IRA, which (although used
to pay for qualified higher education expenses) is includible in the
beneficiary's gross incone solely because the taxpayer elects to claima
HOPE or Lifetinme Learning credit with respect to the beneficiary. The
provision further provides that the additional 10%tax will not apply to the
di stribution of any contribution to an education | RA made during a taxable
year if the distribution is nade on or before the date that a return is
required to be filed (including extensions of tine) by the beneficiary for
the taxabl e year during which the contribution was made. |If the beneficiary
is not required to file such a return, the return is deened to be required
on April 15th of the year following the taxable year during which the
contribution was nmade.
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In addition, the provision provides that the 10% exci se tax penalty applies
under that section for each year that an excess contribution remains in an
education IRA (and not nerely the year that the excess contribution is
made) .

The provision clarifies that, in order for taxpayers to establish an
education I RA, the designated beneficiary nmust be a "life-in-being." The
provision also clarifies that, under annuity rules contained in present-I|aw
section 72, distributions fromeducation IRAs are treated as representing a
pro-rata share of the principal (i.e., contributions) and accumnul at ed
earnings in the account.

In addition, regarding the exclusion fromincone of interest earned from
U S. Savings Bonds used to pay for higher education tuition and fees, the
provi si on broadens the definition of higher education tuition and fees to
conformto the definition used in education IRAs and state tuition prograns.

Carification of the Enhanced Deduction for Corporate Contributions of
Conput er Technol ogy and Equi pnent (I RS Ref orm Act 86004(e)). The provision
clarifies the special rule applies to contributions nade during taxable
years beginning after Decenber 31, 1997, and before Decenber 31, 2000.

In addition, the provision clarifies that the requirenents of “qualified
el ementary or secondary educational contributions” apply regardl ess of
whet her the recipient is an educational organization or a tax-exenpt
charitable entity.

Note: The revenue |oss was included in AB 2797 (Stat. 1998, Ch. 322) as if
t he enhanced deduction for the conmputer technol ogy and equi pnent was

avail able to corporations for income years beginning after Decenber 31
1997, and before January 1, 2001. A $4 mllion loss was attributed to that
bill.

Carification of the Cancellation of Certain Student Loans (I RS Reform Act
8§6004(f)). The provision clarifies that gross inconme does not include
amounts fromthe forgiveness of |oans made by educational organizations and
certain tax-exenpt organi zations to refinance any existing student |oan (and
not just |oans made by educational organizations). |In addition, the
provision clarifies that refinancing | oans nmade by educati onal organi zations
and certain tax-exenpt organizations nust be nmade pursuant to a program of
the refinancing organi zation (e.g., school or private foundation) that
requires the student to fulfill a public service work requirenent.

Clarification of Limtations for Active Participation in an IRA (IRS Reform
Act 86005(a)). The provision clarifies the intent of the TRA of 1997
relating to the AG phase-out ranges for married individuals who are active
participants in enpl oyer-sponsored plans and the AG phase-out range for
spouses of such active participants

Clarification of the Penalty-Free Distributions for Educati on Expenses and
of First Homes (I RS Reform Act 86005(c)). The provision nodifies the rules
relating to the ability to roll over hardship distributions fromcertain
enpl oyer-sponsored retirement plans to prevent avoi dance of the 10% early
wi t hdrawal tax.
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Distributions fromcash or deferred arrangenents and sim |l ar arrangenents
made on account of hardship of the enployee are not eligible rollover
distributions. Such distributions will not be subject to the 20%

wi t hhol di ng applicable to eligible rollover distributions.

Rol | over of Gain from Sale of Qualified Stock (I RS Reform Act 86005(f)).
Under the provision, a partnership or an S corporation can roll over gain
fromqualified small business stock held nore than six nonths only if at all
times during the taxable year all the interests in the partnership or S
corporation are held by individuals, estates, and trusts with no corporate
beneficiaries. The term"estate" is intended to include both the estate of
a decedent and the estate of an individual in bankruptcy.

The provision also provides that the benefit of a tax-free rollover with
respect to the sale of small business stock by a partnership will flow
through to a partner who is not a corporation if the partner held its
partnership interest at all times the partnership held the small business
stock. A simlar rule applies to S corporations.

El ection to Use AMI Depreciation for Regul ar Tax Purposes (I RS Reform Act
86006(b). For property placed in service after 1998, a taxpayer is all owed
to elect, for regular tax purposes, to conpute depreciation on tangible
personal property otherwi se qualified for the 200% decl i ni ng bal ance net hod
by using the 150% declini ng bal ance net hod over the recovery periods
applicable to the regular tax (rather than the |onger class |lives of the

al ternative depreciation system (ADS) of sec. 168(Q)).

Depreciation Limtations for Electric Vehicles (IRS Reform Act 86009(c)).
Annual depreciation deductions with respect to passenger autonobiles are
limted to specified dollar anobunts, indexed for inflation. Any cost not
recovered during the six-year recovery period (the recovery period) of such
vehi cl es may be recovered during the years succeeding the recovery period,
subject to simlar limtations. Current |aw provides the recovery period
limtations are trebled for vehicles that are propelled primarily by
electricity. The provision provides that the depreciation limtations
applicable to post-recovery periods under section 280F are trebled for
vehicles that are propelled primarily by electricity.

Carification of Constructive Sales Rules (I RS Reform Act 86010(a)). The
provision clarifies that, to qualify for the exception for positions with
respect to debt instrunments, the position would either have to neet the
requi rements as to unconditional principal anpbunt, non-convertibility and
interest terns or, alternatively, be a hedge of a position neeting these
requi renments. A hedge for purposes of the provision includes any position
that reduces the taxpayer's risk of interest rate or price changes or
currency fluctuations with respect to another position.

The provision also clarifies that the definition of a forward contract
i ncludes a contract that provides for cash settlement with respect to a
substantially fixed anmount of property at a substantially fixed price.

Additionally, the provision clarifies that the special effective date rule
does not apply if the constructive sale transaction is closed at any tine

prior to the end of the 30th day after the date of enactnent of the TRA of
1997.
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Treatnent of Mark-to-Market Gains of Electing Traders (I RS Reform Act
8§6010(a)). The provision clarifies that gain or |loss of a securities or
commodities trader that is treated as ordinary solely by reason of election
of mark-to-market treatnment is not treated as other than gain or loss froma
capital asset for purposes of determining “net earnings fromself-

enpl oyment” for the Self-Enployed Contributions Act tax purposes,

det erm ni ng whet her the passive-type incone exception to the publicly-traded
partnership rules is met, or for purposes of any other Code provision
specified by the Treasury Departnent in regul ations.

Treatnment of Certain Corporate Distributions (IRS Reform Act 86010(c)). The
provision clarifies that the acquisitions described in section 355(e)(3)(A)
are di sregarded in determ ning whether there has been an acquisition of a
50% or greater interest in a corporation. However, other transactions that
are part of a plan or series of related transactions could result in an
acqui sition of a 50%or greater interest.

In the case of acquisitions under section 355(e)(3)(A)(iv), the provision
clarifies that the acquisition of stock in the distributing corporation or
any controlled corporation is disregarded to the extent that the percentage
of stock owned directly or indirectly in the corporation by each person
owni ng stock in the corporation inmedi ately before the acquisition does not
decr ease.

Certain Preferred Stock Treated as "Boot” (IRS Reform Act 86010(e)). The
provi sion provides that the statutory period for the assessnent of any
deficiency attributable to a corporation failing to be a fanily-owned
corporation shall not expire before the expiration of three years after the
date the Secretary of the Treasury is notified by the corporation (in such
manner as the Secretary may prescribe) of such failure, and such deficiency
may be assessed before the expiration of such three-year period
notwi t hst andi ng the provisions of any other law or rule of |aw which would
ot herwi se prevent such assessnent.

The provision also clarifies that section 351(b), relating to the receipt of
property, applies to a transferor who transfers property in a section 351
exchange and receives nonqualified preferred stock in addition to stock that
is not treated as "other property" under that section. Thus, if a
transferor received only nonqualified preferred stock but the transaction in
t he aggregate otherwi se qualified as a section 351 exchange, such a
transferor would recogni ze | oss and the basis of the nonqualified preferred
stock and of the property in the hands of the transferee corporation would
reflect the transaction in the sane manner as if that particular transferor
had received solely "other property"” of any other type.

Modi fy UBI Rules Applicable to Second-Tier Subsidiaries (IRS Reform Act
86010(j). The provision clarifies that rent, royalty, annuity, and interest
i ncome that woul d ot herwi se be excluded from “unrel ated busi ness i ncone”
(UBlI') is included in UBI if such incone is received or accrued froma
taxabl e or tax-exenpt subsidiary that is controlled by the parent tax-exenpt
organi zation. The provision further clarifies that the provision does not
apply to any paynent received or accrued during the first two taxable years
begi nning on or after the date of enactnent if such paynment is received or
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accrued pursuant to a binding witten contract in effect on June 8, 1997,
and at all tinmes thereafter before such paynent (but not pursuant to any
contract provision that permts optional accel erated paynents).

Clarification of Allocation of Basis of Properties Distributed

to a Partner by a Partnership (IRS Reform Act 86010(m ). The technica
correction clarifies that for purposes of the allocation rules of section
732(c), “unrealized receivables” has the neaning in section 751(c) including
the last two sentences of section 751(c), relating to itens of property that
give rise to ordinary incone. Thus, in applying the allocation rules of
section 732(c) to property listed in the |ast two sentences of section
751(c), such as property giving rise to potential depreciation recapture,

t he anount of unrealized appreciation in any such property does not include
any anount that would be treated as ordinary incone if the property were
sold at fair market val ue, because such anpbunt is treated as a separate
asset for purposes of the basis allocation rules.

Clarification of Expanding the Limtations on Deductibility of Prem uns and
Interest with Respect to Life Insurance, Endownent and Annuity Contracts
(IRS Reform Act 86010(0)). The technical correction clarifies that if
coverage for each insured individual under a master contract is treated as a
separate contract for purposes of sections 817(h), 7702, and 7702A, then
coverage for each such insured individual is treated as a separate contract
for purposes of the exception to the pro rata interest disallowance rule for
a policy or contract covering an individual who is a 20% owner, enpl oyee,
officer or director of the trade or business at the time first covered.

A master contract does not include any contract if the contract (or any

i nsurance coverage provided under the contract) is a group life insurance
contract within the neaning of Code section 848(e)(2). No inference is

i ntended that coverage provided under a master contract, for each such
insured individual, is not treated as a separate contract for each such

i ndi vidual for other purposes under present |aw

The technical correction clarifies that the required reporting to the
Treasury Secretary is an information return and any reporting required to be
made to any other person is a payee statement. Thus, the $50-per-report
penalty inposed for failure to file or provide such an information return or
payee statenment applies. It is clarified that the Treasury Secretary may
require reporting by the issuer or policyholder of any relevant information
either by regulations or by any other appropriate guidance (including but

not limted to publication of a forn).

The technical correction clarifies that the treatnment of additional covered
lives under the effective date of the TRA of 1997 provision applies only
with respect to coverage provided under a master contract, provided that
coverage for each insured individual is treated as a separate contract for
pur poses of sections 817(h), 7702 and 7702A, and the master contract or any
coverage provided thereunder is not a group life insurance contract within
t he neani ng of section 848(e)(2).
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Informati on Reporting with Respect to Certain Foreign Corporations and
Partnerships (IRS Reform Act 86011(f)).

The provision provides clarification and guidance relating to the furnishing
of required information to be provided by the Secretary of the Treasury (not
specifically through regul ations) and confornms the use of the defined term
"foreign business entity."

Travel Expenses of Federal Enpl oyees Participating in a Federal Crim nal

I nvestigation (IRS Reform Act 86012(a)). The provision clarifies that
prosecuting a federal crine or providing support services to the prosecution
of a federal crine is considered part of investigating a federal crine, thus
permtting these enpl oyees to deduct their travel expenses.

Modi fication of Distribution Rules for REITs (I RS Reform Act 86012(g)). The
provi sion amends the sinplification provision to provide that any
distribution froma REIT will be deemed to first conme from earnings and
profits that were generated when the entity did not qualify as a REIT. The
provi sion does not change the requirenment that a REIT nust distribute 95% of
its REIT earnings, or any other requirenent.

Provi sion of Regulatory Authority for Sinplified Reporting of Funeral Trusts
Term nated During the Taxable Year (I RS Reform Act 86013(b)). The provision
clarifies that a pre-need funeral trust may continue to qualify for these
special rules for the 60-day period after the decedent's death, even though
the trust ceases to be a grantor trust during that tine.

Treatnent of Certain Disability Paynments to Public Safety Enpl oyees (IRS
Ref orm Act 86015(c)). In order to address problens taxpayers are
encountering with the IRS in seeking refunds under the old provision, the
new provision clarifies the scope of the provision.

The provision provides that paynments nmade on account of heart di sease or
hypertensi on of the enpl oyee received in 1989, 1990, or 1991 pursuant to a
state |l aw as described under present law, or received by an individual
referred to in the state | aw under any ot her statute, ordinance, | abor
agreenent, or simlar provision as a disability pension paynment or in the
nature of a disability pension paynment attributable to enploynent as a
police officer or as a fireman, will be excludable fromincone.

Application of Requirenments for SIMPLE IRAs in the Case of Mergers and

Acqui sitions (IRS Reform Act 86016(a)). The provision conforns the
treatnent applicable to SI MPLE | RAs upon acquisition, disposition or simlar
transactions for purposes of (1) the 100 enployee Iimt, (2) the exclusive

pl an requirenent, and (3) the coverage rules for participation. 1In the
event of such a transaction, the enployer will be treated as an eligible
enpl oyer and the arrangenent will be treated as a qualified salary reduction

arrangenent for the year of the transaction and the two follow ng years,
provided rules simlar to the rules of section 410(b)(6)(C (i) are satisfied
and the arrangenent would satisfy the requirenents to be a qualified salary
reducti on arrangenent after the transaction if the trade or business that

mai nt ai ned the arrangenent prior to the transaction had remai ned a separate

enpl oyer.
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Treatnment of Indian Tribal Governments (I RS Reform Act 86016(a)). The
provision clarifies that an enpl oyee participating in a 403(b)(7) custodi al
account of the Indian tribal governnent may roll over ampunts from such
account to a section 401(k) plan maintained by the Indian tribal governnent.

Di scl osure of Returns and Return Information (I RS Reform Act 86019(c)).

The provision clarifies that disclosures to one ex or estranged spouse,

whet her there has been an attenpt to collect the deficiency fromthe other
ex or estranged spouse, that, like certain other disclosures permtted under
present |aw, may be made to the duly authorized attorney in fact of the
person maki ng the discl osure request.

Treatnent of Interest on Qualified Education Loans (Trade and Extenders Act
84003(a)). The provision clarifies that otherw se deductible qualified
education loan interest is not treated as nondeducti bl e personal interest.
The provision also clarifies that, for purposes of phasing out the
deduction, nodified A is determned after application of section 135
(relating to incone fromcertain U S. saving bonds) and section 137
(relating to adoption assistance prograns).

The provision also provides that a qualified education | oan does not i nclude
any i ndebt edness owed to any person by reason of a |oan under any qualified
enpl oyer plan or under any contract purchased under a qualified enpl oyer

pl an.

Abat ement of Interest by Reason of Presidentially Declared D sasters (Trade
and Extenders Act 84003(e)). Under a provision of the TRA of 1997, if the
Secretary of the Treasury extends the filing date of an individual tax
return for individuals living in an area that has been decl ared a disaster
area by the President during 1997, no interest is charged as a result of the
failure of the individual taxpayer to file an individual tax return, or to
pay the taxes shown on such return, during the extension period. The 1998
provi sion extends the rule so that it is available for disasters declared in
1997 or 1998 with respect to the 1997 tax year.

Det erm nati on of Unborrowed Policy Cash Value Under COLI Pro Rata Interest

Di sal | onance Rules (Trade and Extenders Act 84003(i)). The provision
clarifies the neaning of "unborrowed policy cash value” with respect to any
life insurance, annuity or endowrent contract. The technical correction
clarifies that if the cash surrender value (determ ned without regard to any
surrender charges) with respect to any policy or contract does not
reasonably approximte its actual value, then the ambunt taken into account
for this purpose is the greater of (1) the anmount of the insurance conmpany's
liability with respect to the policy or contract, as determ ned for purposes
of the annual statenment approved by the National Association or |nsurance
Comm ssioners, (2) the anmpbunt of the insurance conmpany's reserve with
respect to the policy or contract for purposes of such annual statenent; or
(3) such other ampunt as is determned by the Treasury Secretary.

Casualty Loss Deductions (Trade and Extenders Act 84004). The provision
clarifies that all deductions for nonbusiness casualty and theft | osses are
taken into account in conputing an NOL. Also, these deductions are not
treated as m scell aneous item zed deductions subject to the 2% adj ust ed
gross incone floor, or as item zed deductions subject to the overal
limtation on item zed deductions, and are allowed to nonresident aliens.
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12. Techni cal Amendnents

This bill would make five technical anmendnents to the Revenue and Taxation Code.
Two of the technical anendnents renove obsolete IRC references relating to
install ment sal es, one adds a Corporations Code reference relating to penalties
and two of the anmendnments relating to involuntary conversions are clean-up to SB
519 (Stat. 1998, Ch. 7). No revenue is associated with any of these “code

Pol i cy Consi derati ons

Conformng to federal tax law is generally desirable because it is |less
confusing for the taxpayer, particularly when dealing with conpl ex areas
such as those proposed in this bill. Wth conformty, the taxpayer wll
only be required to know one set of rules. Conformty also eases FTB s
adm nistration of the law by utilizing many federal fornms and instructions.
This bill confornms to nunerous federal |aw changes that occurred in 1998.



